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OPI NI ON

This appeal is made pursuant to section 18593L/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Konstantyn and Rose
Baruch agai nst proposed assessments of additional
personal income tax in the anmounts'of $659.95, $824. 81,
and $3,762.00 for the years 1978, 1979, and 1980,

respectively.

I7 UnTess oftherw se specified, all section 'references
are t0 sections of the Revenue and Taxation Code as in

effect for the years in issue.
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Appeal of Konstantyn and Rose Baruch

The issues presented by this appeal are:
(1) whether appellants may deduct as business expenses
paynments nmade to their son; and (2? whet her respondent’s
determnation of the useful life of certain renta
property has been denonstrated to have been incorrect.

_ _Appel l ants owned the Laurel Avenue Conval escent
Hospital in Fontana, California. They also were the sole
owners of Koro Corporation, which |eased the Laure
Avenue Conval escent Hospital from the appellants and
operated it. Upon their personal income tax returns for
1978,1979, and 1980, appellants took several business
deductions for payments to their son, Terrance Baruch,
for services he allegedly perforned at the hospital
Appel I ants' deductions were $6,000 for "m scellaneous
repairs" in 1978, and $17,500 for "professional fees" in
1979 and 1980. In addition, appellants claimed a $35, 649
deduction for depreciation in 1980 on a rental house they
owned in the Los Angeles area. Appellants had elected
t he component method of depreciation and estinated the
useful life of the different conponent parts of the house
at between 2 and 18 years.

Respondent questioned the deductions for the
paynents to apﬁellants' son because any hospital work
performed by the son properly appeared to be an expense
of the corporation which operated the hospital and not an
expense of the appellants, individually, and because
there appeared to be no records of the son's hours of
work or the services he perfornmed. Respondent also ques-
tioned the appellants' estimate of the useful life of the
house conPonents and readjusted the depreciation schedul es
to reflect a 10 year useful life for the costs connected
with the rehabilitation of the building and froma 10 to
20-year |ife for the costs for additional inprovenents.
Respondent issued notices of proposed assessment for each
of the appeal years, which reflected its disallowance of
t he deductions' for paynents to the son and a readj ustnent
of the deduction for yearly depreciation on the house.
A??ellants protested. After a hearing, respondent
affirmed its proposed assessment. Thi's appeal followed.

It is well settled that income tax deductions
are a matter of legislative grace, and taxpayers who
claima deduction have the burden of proving by conpetent
evidence that they are entitled to that deduction. = (New
Colonial lce Conpany v. _Helvering, 292 US. 435 [78 L.Ed.
134871 (1934).) A deferm nation by respondent that a
deduction should be disallowed is supported by a
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Eresunption that it is correct. (Appeal of Nake M
anrany, Cal. St. Bd. of Equal., Feb. 15, 19/2.)

_ In support of their deductions for payments to
their son, appellants explained that Terrance's duties
were to run hospital errands such as buying groceries and
other needed itenms. Appellants produced an I nformal
typewitten docunent stating that Terrance Baruch agreed
to "work in repair and maintenance for all K$ R (sic)
Baruchs propertys (sic)" for $857 a nmonth.  (Resp. EX.

A) Qﬁpellants stated that during 1979 and 1980, their
son, 0 was attending medical school at the Univesity of
Southern California during the appeal years, provided
nedi cal services to the patients of the hospital. Appel-
| ants produced an informal document calling for Terrance
"to review patients (sic) charts, to eveluate (sic) the
accuracy ctarciug of the professional staff of Laurel
cConNv. Hospital."  (Resp. : BJ The a?reenent called
for Terrance to receive a fixed anount for these services.
Appel lants stated that they did not docunent their son's
. work as long as his tasks were perforned satisfactorily.

_ Respondent stated that appellants' paynents to
their son often exceeded the documented anounts due him
t hat aneIIants had, in the past, paid for their son's
medi cal school tuition, and that the salary checks approx-
imated the tuition amounts. Respondent al So pointed out
that the inherent burden of nedical school studies and
t he aﬁprOX|nater 75-mle distance between the University
and the hospital raised doubts about the substance of
Terrance's enpl oynent performances.

The general rule is that for a business expense
to be deductible by,a t axpayer, the expense nust be
incurred in_connection with the taxpayer's own trade or
business. Thus, if a taxpayer's expense was incurred in
connection with another's trade or business, the expense
I s not deductible by the taxpayer notw thstanding that
the taxpayer may have received some indirect benefit,
(Deputy v. DuPont, 308 U.S. 488 (84 L.Ed. 4161 (1940).)
Here, It appears that appellants were not in the trade or
busi ness of operating a conval escent hospital. Only
their wholly owned corporation was in that business. _
Accordi ngly, paynent of a hospital helper did not benefit
appel l ants” own trade or business although they m ght,
as sharehol ders, have received sone indirect benefit.

The fact that the corPoratlon operating the hospital was
whol Iy owned by appellants does not nmerge their separate
busi nesses for inconme tax purposes.
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Even if we were to assune, arguendo, that the
appel lants were in the hospital busingss;—the docunenta-
tion appellants offer to support the payments as business
expenses rather than as educational giffts to their son
was insufficient to carry appellants' burden of proof.
Such an intra-famly transaction nmust be subjected to
extra scrutiny. (Appeal of Jesse A. Jones, Cal. St. Bd.
of Equal., June 29,7 T982.) The written agreenments under
whi ch appel | ants' son was to work are not supported by
any convincing evidence that his services, if perforngéd,
were worth the paynents. In this case, the son was
attendi ng nedi cal school at a distance from the hospital
the payments were sonetimes in excess of the contracted
amounts, the paynents were equivalent to his nedica
school tuition, and there is no record of the hours worked
or services ﬁrOVIded. These circunstances prohibit a
conclusion that the appellants' paynents to Terrance were
for ordinary and necessary hospital business expenses.
Thﬁngore, respondent's action on this issue must be
uphel d.

Wth regard to the depreciation deduction,

appel lants stated that the SO year ol d house was in a
di | api dated condition when appellants purchased it and
that they had perforned extensive repairs and renodeling
on it. .Appellants have tried to neet their burden of
proof by asserting that, based upon Mr. Baruch's experi-
ence as a buyer and restorer of ol d hones, shorter depre-
ciation periods nore accurately reflected the assets'.
actual economc Ilives.

_ Respondent determ ned that the appellants'
estimated |ives of the house conponents were too |ow
since the extensive repairs to the house mtigated the
effects of its age. For that reason, respondent read-
justed the depreciation schedul es.

Essentially, the case has been presented to us
as a clash of opinions. Respondent considers that its
estimated depreciation is correct; appellants believe
that respondent's estimate is in-correct. But there has
been no evidence presented which objectively denonstrates
that respondent's estimates were incorrect. Appellants'
mere asserted belief is insufficient to constitute that
denonst rati on. (Appeal of John W and Jean R Patierno,
Cal . St. Bd. of Equar.,  June 30, I980.) P@cordlngly,
since resFondent's action is presuned correct, and 1n the
absence of proof to the contrary, we have no alternative
but to sustain respondent's actions.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Konstantyn and Rose Baruch against proposed
assessments of additional personal incone tax in the
amounts of $659.95, $824.81, and $3,762.00 for the years

1978, 1979, and 1980, respectively, be and the sanme is
her eby sustai ned.

Done at Sacramento, California, this 10th day
of June , 1986, by the State Board of Equalization,
with Board Menmbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chai rman
Conway H Collis , Menmber
WIlliam M Bennett , Menber
Ernest J. Dronenburg, Jr. , Menber
Wal ter Harvey* , Menber

*For Kenneth Cory, per Covernnent Code section 7.9

-260-



